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This  report  is  designed  to  assist  farmers'  cooperatives  in  a  proper 
observance  of  the  Federal  income  tax  laws  and  regulations  and  has  been 
approved  by  the  Internal  Revenue  Service  (formerly  the  Bureau  of 
Internal  Revenue).  It  is  suggested  that  whenever  necessary,  coopera- 
tives should  consult  the  district  director  of  internal  revenue, 
attorneys,  public  accountants,  or  other  competent  persons  for  advice 
on  specific  matters  relating  to  income  taxation  or  exemption  there- 
from,   and    the  preparation  of  related   forms    or   returns. 

NOTE  -  Subsequent  to  review  and  approval  by  the  Internal  Revenue 
Service  of  the  text  appearing  on  pages  1  -  13  of  this  report,  Revenue 
Ruling  54-10  was  released  relating  to  allocations  of  cooperative  asso- 
ciations and  tax  treatment  as  to  patrons  of  amounts  distributed  in 
document  form.  Because  of  its  general  interest,  it  has  been  added  to 
this    report   as   Appendix  B. 


The  Farmer  Cooperative  Service  conducts  research  studies  and  service 
act  ivit  ies  of  assistance  to  farmers  in  connect  ion  with  cooperat  ives 
engaged  in  marketing  farm  products ,  purchasing  farm  supplies,  and  supply- 
ing business  services.  The  work  of  the  Service  relates  to  problems  of 
management ,  organization,  policies ,  merchandising ,  quality ,  costs, 
efficiency,    and  membership. 

The  Service  publishes  the  results  of  the  studies;  confers  and  advises 
with  officials  of  farmers'  cooperat  ives ;  and  works  with  educat ional 
agencies ,  cooperatives ,  and  others  in  the  dissemination  of  information 
relating   to  cooperative  principles  and  practices. 


COPIES  OF  THIS  REPORT  AND  OF  FCA  MISCELLANEOUS  REPORT  NO.  156 

MAY  BE  HAD  ON  REQUEST  WHILE  A  SUPPLY  IS  AVAILABLE  FROM  THE 
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RECENT  FEDERAL  INCOME  TAX  CHANGES  AFFECTING 
FARMER  COOPERATIVES 

By 

George   J.    Waas 

Formerly  Senior  Agricultural  Economist 

Supplement  No.  1  to  Farm  Credit  Administration  Miscellaneous  Report  156, 
Recent  Federal  Income  Tax  Changes  Affecting  Cooperatives,  (Revised 
June  4,  1952)  reported  an  amendment  to  Income  Tax  Regulations  111  by  the 
Commissioner  of  Internal  Revenue.  This  covered  the  reporting  of  certain 
patronage  dividends  to  the  Commissioner  annually  on  Information  Returns 
(Internal  Revenue  Forms  1096  and  1099) .  Affected  by  that  amendment  were 
all  kinds  of  cooperatives,  including  farmers'  associations  which  are 
exempt  from  Federal  income  taxation,  as  well  as  those  not  so  exempt  (but 
excluding  rural  electrification  cooperatives  and  certain  mutual  insurance 
companies)  . 

This  report  which  in  effect  is  a  revision  of  Supplement  No.  2  to  Miscel- 
laneous Report  156  covers  the  Commissioner  of  Internal  Revenue's  amend- 
ment to  Regulations  111  concerning  administrative  details  of  the  income 
tax  treatment  of  exempt  cooperatives,  and  of  the  patrons  of  all  farmers' 
marketing  and  purchasing  cooperatives.  (Supplement  No.  2  of  Nov.  8, 
1952,    reported  on   this   amendment    in   its   then   tentative   form.) 

A  complete  copy  of  the  Commissioner's  amendment  (T.  D.  6014,  Regula- 
tions 111,  approved  May  29,  1953),  as  it  appeared  in  the  Federal  Register 
for   June    3,    1953,    is   reproduced  in  Appendix   A. 

The  management  of  all  farmers'  marketing  and  purchasing  associations 
should    take   notice   of   the   following  points: 

1.  The  main  part  of  the  amendment  affects  only  the  farmers'  marketing 
and  purchasing  associations  which  are  exempt  under  Section  101(12)  of 
the   Internal   Revenue   Code. 

2.  Included,    however,  is  an   amendment  of  Section  29.22   of  Regulations    111 
which  outlines   factors  in  the    taxability  of  patronage   dividends,    rebates, 
or    refunds    in    the    hands    of    the  patrons    of   cooperative    associations. 
This    applies    to    the   patrons    of    all    farmers'    marketing    and  purchasing 
cooperatives,    whether    tax-exempt   or    not. 


Following  Mr.  Waas1  resignation,  Kelsey  B.  Gardner,  Chief,  Business  Administration  Branch, 
Farmer  Cooperative  Service,  has  completed  this  statement  after  conferences  with  staff  members 
of  the  Internal  Revenue  Service.  Raymond  J.  Mischler  of  the  Solicitor's  office  of  the  Depart- 
ment of  Agriculture  participated  in  the  conferences  and  In  the  preparation  of  this  supplement 
„ln  its  final  form. 

Sections  89.22(a),  29.22(c),  29.22(d),  29.23(k),  29.41  and  29.101(12)  of  Regulations  111  (ef- 
fective for  years  ending  prior  to  January  1,  1952)  referred  to  herein  now  appear  as  sections 
39.22(a),  39.22(c),  39.22(d),  39.23(k),  39.41  and  39. 101( 12) ,  respectively,  of  Regulations  118, 
effective  for  taxable  years  beginning  after  December  31,    1951. 


The  following  comments  are  made  in  explanation  of  various  sections  of 
the   amendment    to    the   Regulations: 

EXPLANATORY  COMMENTS 

Sec.    29.101(12)-2 

Sec,    29. 101(12) -2    (a)  1   and    (a)  2 

The  main  effect  of  the  text  covered  by  these  references  is  to  make  clear 
that  the  new  cooperative  tax  law  (Section  314  of  the  Revenue  Act  of 
1951)  causes  the  formerly  exempt  farmers'  marketing  and  purchasing 
cooperatives  to  become  subject  to  both  normal  tax  and  surtax,  but  not  to 
the  excess  profits  tax. 

It  is  also  brought  out  that  a  cooperative  in  this  group  is  entitled  to 
be  regarded  "asanexempt  organization  under  section  101"  for  the  purpose 
of  any  law  which  refers  to  organizations  exempt  from  income  taxes. 

Sec.  29.101(12)-2  (b)(1)  through  (b)(4) 

Several    important   key   terms    are   defined. 

It  is  brought  out  that  the  new  cooperative  tax  statute  and  its  regula- 
tions  do   not   apply    to   rural   electrification   cooperatives. 

It  should  be  pointed  out  that  the  regulations  use  the  word  "allocation" 
to  indicate  an  apportionment  on  which  notification  has  been  made  to  each 
patron  covering  his  individual  amount.  Patronage  dividends  are  defined 
as  allocations  "to  the  account  of  a  patron  on  the  basis  of  the  business 
done    with   or    for    such  patron." 

Distributions  of  nonpatronage  income,  Sec.  29 .  101  (12)  -3  (d)  ,  are  to  be 
regarded  as  both  allocations  and  patronage  dividends  where  the  amounts 
are  distributed  among  patrons,  on  the  basis  of  their  patronage,  rather 
than    among    the   nonpatrons    from  whom    the    funds    originated. 

In  (b)  (4)  (ii)  a  material  change  has  been  made  in  defining  patronage 
dividends  as  compared  with  the  tentative  regulations  formerly  proposed. 
The  definition  now  excludes  all  payments  made  to  patrons  for  products 
received  whether  such  payments  are  in  cash  or  noncash  form  to  the  extent 
such  payments  are  fixed  without  reference  to  the  "earnings"  of  the 
cooperative  association.  (The  tentative  regulations  had  considered  as  a 
patronage  dividend  any  product  payments  made  to  patrons  when  not  in  the 
form   of  cash.) 

The  phrase  "or  assessed"  was  added  to  the  definition  of  "earnings" 
apparently  to  cover  those  associations  which  operate  with  an  assessment 
system. 


Sec.    29.101(12)-2    (c) 

Examples  (1)  thru  (4)  are  given  to  illustrate  more  precisely  what  is 
meant  by  the  several  defined  terms,  particularly  the  term  "patronage 
dividends,    rebates,    and   refunds." 

Examples  1  and  2  mean  in  essence  that  marketing  cooperatives  which 
operate  pools  for  the  payment  to  patrons  of  net  sales  proceeds  will  be 
obliged  to  regard  the  final  settlement  on  each  pool  as  a  patronage 
dividend  for  all  purposes  connected  with  Federal  income  taxation.  (In 
normal  accounting  practice,  pooling  cooperatives  do  not  regard  such 
payments  as  patronage  dividends.  They  are  placed  in  the  same  class  as 
the    initial   or  progressive   payments   made    to  producer-patrons.) 

Example  3  is  an  illustration  to  emphasize  that  noncash,  as  well  as  cash, 
distributions  by  a  purchasing  association  are  to  be  regarded  as  patronage 
dividends,    as    also   is    the   case    in   a  marketing   association. 

Example  4  illustrates  wnat  is  to  be  regarded  as  a  patronage  dividend  in 
the  case  of  a  marketing  cooperative  which  charges  a  fee  for  its  services, 
such  as  could  be  typical  of  a  livestock  marketing  organization.  (In 
this    case,    the    treatment   coincides    with  normal   accounting  practices.) 

The  last  sentence  in  example  4  perhaps  needs  some  slight  clarification. 
The  allocation  made  on  May  15,  1953,  should  be  taken  into  account  by  the 
patrons  in  their  1953  income  tax  returns.  Nevertheless,  if  Cooperative 
D's  accounting  is  on  a  calendar-year  basis  then  the  allocation  revealed 
to  patrons  in  1953  may  be  taken  into  account  on  the  cooperative's  income 
tax    return   only    for    1952  in  accordance   with    the   8    l/2-month  grace  period. 

Sec.    29.101(12)-3 

Sec.    29. 101(12) -3    (a) 

This  text  contains  introductory  wording  and  for  the  most  part  merely 
makes  cross-references  to  other  portions  of  the  tax  statutes  and  regula- 
tions . 


Sec.    29.  101  (12) -3    (b)(1)     through    (b)(6) 


I  tern  (b)  (1)  refers  mainly  to  other  sections  of  the  Internal  Revenue  Code 
which  prescribe  the  allowable  accounting  periods,  methods  of  accounting 
and  definitions  of  "taxable  year,"  "gross  income,"  etc.  The  method  of 
accounting  shall  be  subject  to  the  approval  of  the  Commissioner,  but 
this  does  not  require  any  special  action  on  the  part  of  the  cooperative. 
However,  any  future  change  in  the  accounting  method  used  in  filing  the 
returns  for  the  first  year  beginning  after  December  31,  1951,  is  subject 
to  the  specific  approval  of  the  Commissioner.  Application  for  per- 
mission to  change  the  method  of  accounting  and  the  basis  upon  which  the 
return  is  made  shall  be  filed  within  90  days  after  the  beginning  of  the 
taxable  year  to  be  covered  by  the  return.  (See  Section  29.41-2  for 
types    of  changes    covered   and   other   details.) 


Sec.  29.101(12)-3  (b)  (2) 

In  the  pricing  of  their  inventories  cooperative  associations  are  subject 
to  the  rules  prescribed  by  Sec.  29.22(c)  and  (d)  of  Regulations  111 
(Internal  Revenue  Service) ,  which  are  applicable  to  commercial  corpora- 
tions generally.  Any  specific  question  relating  to  inventory  valuation 
may  be  taken  up  with  the  district  director  of  internal  revenue. 

Sec.  29. 101  (12) -3  (b)  (3) 

This  section  outlines  the  rules  relating  to  the  handling  of  a  net 
operating  loss  deduction.  Such  a  loss  may  not  be  carried  forward  by  an 
exempt  cooperative  from  any  year  that  began  prior  to  January  1,  1952. 
Conversely,  any  such  loss  sustained  in  a  year  that  began  after  Decem- 
ber 31,  1951,  need  not  be  carried  back  to  a  prior  year  beginning  before 
January  1,  1952,  during  which  the  organization  was  exempt,  but  instead 
may  be  carried  forward.  Generally  the  net  operating  losses  of  an 
exempt  cooperative  which  occur  in  years  that  begin  after  December  31, 
1951,  will  be  carried  forward  (for  a  5-year  limit)  since  the  carry-back 
feature   only   applies    when    taxable    income  was   present    in   the   prior   year. 

There  has  been  some  confusion  as  to  just  how  this  carry-forward  will 
work.  Assume  that  an  exempt  cooperative  had  a  net  operating  loss  of 
$5,000  during  1952.  This  cannot  be  carried  backward  to  the  year  1951 
because  the  cooperative  in  that  year  was  fully  exempt  and  therefore  had 
no  taxable  income.  In  1953  the  cooperative  had  a  successful  operation 
which  resulted  in  net  operating  proceeds  (net  savings)  of  say  $15,000. 
To  effectuate  a  carry-forward,  the  $5,000  loss  is  deducted  from  the 
savings  of  $15,000,  before  any  distribution  is  made  to  the  1953  patrons. 
Then  the  remainder  of  $10,000  is  distributed  to  the  1953  patrons  (in 
cash  or  noncash  form)  which  reduces  net  taxable  income  to  zero  for  the 
cooperative's    1953    tax    return. 

In  order  to  accomplish  this  carry-forward  procedure,  which  obviously 
reduces  the  taxes  to  be  paid  by  the  patrons  of  a  cooperative,  care  must 
be  taken  to  see  that  the  organization's  bylaws  or  other  legal  papers  d_o 
not   contain  provisions    which   would   prevent    such   handling. 

Sec.    29.101(12)-3    (b)(4) 

This  item  refers  mainly  to  depreciation  reserves.  In  net  effect  this 
paragraph  means  that  depreciation  on  physical  property  must  be  accrued 
yearly  by  an  exempt  cooperative  from  the  time  it  becomes  subject  to  this 
new  law  in  accordance  with  rates  and  methods  approved  by  the  Commissioner 
of  Internal   Revenue. 

For  the  purpose  of  computing  annual  depreciation  allowable  or  for  the 
purpose  of  determining  gain  or  loss  on  the  sale  or  other  disposition  of 
depreciable  assets,  the  cost  or  other  basis  of  such  assets  must  be 
adjusted  for  depreciation  sustained  for  all  taxable  years  including  years 
prior  to  January  1,  1952,  although  the  cooperative  association  was 
exempt   for   such  years. 


Sec.    29. 101(12) -3    (b)  (6) 

This  section  covers  the  optional  selection  by  an  exempt  cooperative  of 
either  of  two  methods  for  the  treatment  of  bad  debts.  When  such  a 
cooperative  makes  its  first  income  tax  return  under  the  new  law,  it  may 
select  either   of   the    following  methods: 

(1)  Deduction   from   income   of  debts    which  become   worthless    in  whole 
or   in  part,    or 

(2)  Deduction   from   income   of    an    amount   added    to   a   reserve    for   bad 
debts. 

The  Commissioner  will  pass  upon  the  method  selected  at  the  time  of  his 
examination  of  the  first  return.  If  the  method  selected  is  approved,  it 
must  be  followed  in  returns  for  subsequent  years,  except  as  permission 
may  be  granted  by  the  Commissioner  to  change  to  another  method.  Applica- 
tion for  permission  to  change  the  method  of  treating  bad  debts  shall  be 
made  at  least  30  days  prior  to  the  close  of  the  taxable  year  for  which 
the   change    is    to  be   effective.       (See   other  details    in  Sec.    29.23(k).) 

Sec.    29.101(12)-3    (c) 

This  item  covers  the  circumstances  under  which  a  deduction  will  be 
allowed  for  dividends  paid  on  capital  stock  or  on  any  other  form  of 
capital   or   ownership  equities   as   enumerated. 

Such  a  dividend,  for  example,  paid  or  mailed  out  by  an  exempt  cooperative 
within  the  year  1953  can  only  be  used  as  a  deduction  in  the  cooperative's 
1953  income  tax  return,  regardless  of  whether  the  concerned  funds 
originated  in  1953  or  prior  years.  Many  cooperatives  have  had  the 
custom  of  declaring  a  capital  share  dividend  near  the  close  of  one  year 
and  paying  it  out  in  cash  in  the  early  part  of  the  next  year.  In  such 
an  event,  it  could  only  be  deducted  on  the  cooperative's  tax  return  for 
the   latter  year. 

This  new  law,  therefore,  probably  will  cause  cooperatives  to  begin  the 
practice  of  paying  such  dividends  within  the  same  year  in  which  they 
originated  or  were  declared.  It  should  be  noted,  however,  that  in  any 
case  where  the  payment  of  a  capital  share  dividend  created  a  net  oper- 
ating loss  for  tax  purposes,  such  loss  would  be  treated  in  the  same 
manner   as   explained   under   Sec.    29.101(12)-3    (b)  (3). 

Sec.    29. 10 1(12) -3    (d) 

This  text  of  the  regulations  outlines  the  rules  governing  the  allowance 
of  a  deduction  for  amounts  allocated  from  income  not  derived  from 
patronage.  Income  of  that  class  for  the  average  cooperative  would 
embrace  such  items  as  property  rentals  received,  interest  received  on 
investments  or  other  assets,  income  related  to  transactions  with  the 
United  States  Government  or  any  of  its  agencies,  gain  on  the  sale  or 
exchange   of   investments,    physical  properties,    etc. 


Where  such  income  is  paid,  or  allocated  on  a  patronage  basis  among  the 
cooperative's  patrons  a  deduction  from  taxable  income  is  permitted, 
whether  the  items  were  derived  from  transactions  in  the  taxable  year  or 
in  prior   years. 

It  is  to  be  particularly  noted  that  "if  capital  gains  are  realized  by 
the  association  from  the  sale  or  exchange  of  capital  assets  held  for  a 
period  of  more  than  one  taxable  year,  income  realized  from  such  gains 
must  be  allocated,  in  proportion  insofar  as  is  practicable,  to  the 
patrons  of  the  taxable  years  during  which  the  asset  was  owned  by  the 
association,  and  to  the  amount  of  business  done  by  such  patrons  during 
such   taxable  years." 

Sec.    29.101(l2)-4 

Sec.    29.101(12)-4    (a) 

This  provision  of  the  regulations  covers  the  manner  in  which  patronage 
dividends  or  refunds  shall  be  treated  in  computing  the  gross  income  of 
an   association   for    the    taxable  year. 

It  is  stated  that  the  patronage  dividends  allocated  by  a  marketing 
cooperative  "shall  be  taken  into  account  in  computing  the  gross  income 
of  such  association  for  the  taxable  year,  as  an  increase  in  its  other 
cost  of  goods  sold."  Many  marketing  associations  do  not  have  an  account 
labelled  "Cost  of  Goods  Sold."  In  their  cases  the  regulations  may  be 
taken  to  authorize  an  increase  in  whatever  account  exists  to  represent 
the  cost  of  goods  sold  category.  In  most  instances  this  account  would 
be  entitled  "Payments  to  Producers  for  Product  Received,"  or  some 
similar  title. 

Sec.    29.  101  (12) -4    (a)  (1) 

This  short  paragraph  is  most  important.  It  emphasizes  the  fact  that  an 
exempt  cooperative  in  order  to  exclude  patronage  dividends  or  refunds 
from  gross  income  must  have  "a  valid  enforceable  obligation"  for  the 
making   of  patronage   distributions. 

Cooperatives  would  do  well  to  have  an  immediate  check  made  of  their 
bylaws  and  other  legal  papers  to  make  certain  that  they  contain  such  a 
valid   obligation. 

Sec.    29.101(12)-4    (a)(2)    and  4(b)    Examples    1   and   2 

Among  other  things  these  portions  of  the  regulations  authorize  capital 
reserves  originating  in  past  years  and  not  previously  allocated  among 
patrons  to  be  brought  forward  and  used  on  current  tax  returns  to  reduce 
taxable    income  when   allocated   among  patrons. 

This  privilege  is  illustrated  in  examples  1  and  2.  It  should  be  explained 
that  the  word  "apportioned"  is  used  to  indicate  a  situation  where  the 
amounts    concerned    are    not     yet     revealed    to    the    individual    patrons.      On 


the  other  hand,  the  word  "allocate"  in  the  tax  regulations  always  means 
that  notification  of  the  apportionment  has  been  made  to  each  patron 
showing  his   respective   amount    thereof. 

Actually  the  right  to  use  prior  reserves  in  this  manner  will  not  be  of 
any  interest  to  the  average  cooperative.  The  only  advantage  that  this 
writer  can  detect  applies  in  instances  where  an  association  is  desirous 
of  lightening  the  tax  impact  on  its  current  patrons.  This  could  be 
accomplished,  for  example,  by  bringing  forward  an  unallocated  capital 
reserve  that  originated  say  in  1950,  then  allocating  it  during  1953 
among  the  patrons  of  1950  in  which  case  they  would  become  taxable  on 
such  amounts  rather  than  the  patrons  of  1953.  At  best  it  is  an  arrange- 
ment that  parallels  the  old  saying  "Borrowing  from  Peter  to  pay  Paul." 
It  is  an  expediency  that  would  not  have  any  lasting  benefit  because  it 
merely  postpones  the  taxation  which  current  patrons  eventually  will  have 
to  bear.  It  should  be  made  clear  that  in  any  event  the  Government 
promptly  receives  its  full  share  of  income  taxes  from  the  patrons  as  a 
whole. 

Sec.    29.22(a)  -233 

Sec.    29. 22  (a) -23    (a)    and    (b) 

In  this  section  some  very  important  rules  are  stipulated  affecting  the 
treatment  of  patronage  dividends  or  refunds  in  the  tax  returns  of  the 
patrons    of  cooperatives. 

There  has  been  much  confusion  throughout  the  country  in  the  past  as  to 
when  and  how  patronage  refunds  become  taxable.  These  new  rules  are  so 
specific    that   they  should  set   to  rest   all  of  the  prior  doubts. 

First ,  it  should  be  emphasized  that  all  of  the  procedures  outlined 
apply  whether  the  patron  makes  his  tax  return  on  the  accrual  or  the  cash 
b  as  is .      Most   farmers,    of  course,    use    the    latter  method. 

Second,  the  tax  effect  on  the  patron  is  the  same  whether  the  cooperative 
makes  its  distribution  to  him  in  cash  or  noncash  form  (except  for  the 
situation  described   in  the  sixth   item  following) . 

Third,  the  patron  must  account  for  a  distribution  by  his  cooperative  in 
his  Federal  income  tax  return  for  the  year  in  which  he  receives  first 
notification  of  the  distribution,  whether  that  notification  is  in  cash 
or   noncash   form. 

Fourth,  the  patron  must  report  such  distributions  in  his  tax  return  at 
the  same  value  for  which  the  cooperative  issued  them  (not  at  his  estimate 
of  market  value   or    realizable   value)  . 

Fifth,  the  patron  need  not  report  for  taxation  any  portion  of  a  patronage 
dividend   or   refund  which  he    receives    that  does   not   increase  his   business 

-In  connection  with  the  treatment  of  patronage  refunds  In  the  tax  returns  of  patrons  of  cooper- 
ative associations,  attention  should  be  directed  to  Revenue  Ruling  54-10  In  Appendix  B  of  this 
report. 


income  or  decrease  his  business  expenses.  In  that  class,  for  example, 
would  be  a  patronage  dividend  on  a  purchase  of  supplies  for  home  use,  or 
on  a  purchase  of  machinery  which  the  farmer  had  set  up  as  a  capital 
asset.  In  the  latter  case,  however,  the  farmer  would  be  required  to 
reduce  the  machinery  asset  cost  by  the  amount  of  the  patronage  dividend 
thereon. 

Sixth,  distributions,  other  than  negotiable  instruments,  by  a  cooperative 
not  made  pursuant  to  a  valid  obligation  to  patrons,  are  not  taxable  to 
the  patrons    unless   and  until   received  by   them   in   cash  or   merchandise. 

There  are  a  number  of  problems  in  the  area  of  the  taxability  of  patrons. 
Assume  that  an  association,  say  at  the  close  of  the  year  1945,  had 
credited  a  patronage  distribution  to  its  patrons  in  the  form  of  deferred 
patronage  dividends,  certificates  of  capital  stock,  other  capital 
shares,  or  in  any  noncash  form.  During  1952  the  association  pays  off 
these  items  in  cash.  Must  the  farmer-patron  report  this  cash  for  taxa- 
tion on  his    1952    tax   return? 

There  are  three  parts  to  the  answer  which  revolve  primarily  around  the 
time  of  notification  to  the  patrons.  All  of  the  answers  apply  whether 
the    farmer   reports   for    taxation   on   the   cash  or    the   accrual   basis. 

First,  consider  the  situation  where  an  association  early  in  1946  notified 
the  patrons  of  their  respective  amounts  of  1945  deferred  patronage 
dividends,  or  had  delivered  to  them  shares  of  capital  stock  therefor. 
Under  these  conditions  the  patron  should  have  reported  the  amount  of 
this  noncash  distribution  as  income  (provided  his  farming  income  or 
expenses  were  affected)  on  his  1946  tax  return.  If  he  so  reported  it, 
then  his  tax  return  for  1952  is  not  affected  in  any  way  by  receipt  of 
the   cash  redemption. 

Second,  assume  that  notification  of  the  distribution  was  received  by  a 
patron,  in  the  manner  described,  but  he  failed  to  include  the  item  in 
his  1945  or  1946  return  because  he  did  not  know  that  noncash  items 
should  have  been  reported.  In  this  case  he  should  include  the  1952  cash 
redemption  in  his  1952  tax  return,  if  the  period  of  limitations  for 
assessment   of   tax   for    the   years    1945   or    1946   has    expired. 

There  is  a  third  situation.  Here  notification  to  patrons  was  not  made 
by  the  cooperative  in  1945  or  1946.  Therefore,  the  first  notice  received 
by  our  hypothetical  patron  was  in  1952  when  cash  redemption  was  made. 
In  this  case  the  patron  must  report  the  cash  received  on  his  1952  tax 
return. 

This  discussion  points  up  the  need  for  cooperatives  to  consider  the 
possibility  of  assisting  their  patrons  in  a  proper  understanding  of  their 
tax  rights  and  responsibilities.  That  is  to  say,  each  distribution  by  a 
cooperative,  whether  in  cash  or  noncash  form,  and  whether  an  original 
issue  or  a  redemption,  might  be  carefully  explained  to  the  patrons  in 
such    a   way   as    to    guide    them   in    the    proper   preparation    of    their    own   tax 


returns.  Otherwise  they  might  not  understand  when  to  report  dis- 
tributions and  may  actually  wind  up  in  some  instances  paying  duplicate 
taxes   on   the    same    item. 

However,  management  would  do  well  not  to  attempt  the  dissemination  of 
tax   information  unless    such   a  move    is   fully   supported  by    the  membership. 
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APPENDIX  A 


EXCERPT  FROM  THE   FEDERAL  REGISTER,    WEDNESDAY,    JUNE  3,    1953 


TITLE  26— INTERNAL  REVENUE 

Chapter  I— Bureau  of  Internal  Reve- 
nue, Department  of  the  Treasury 

Subchapter  A — Income  and  Excess-Profits  Tax©* 
[T.  D.  6014;  Regs.  Ill] 

Part  29 — Income  Tax;    Taxable  Years 
Beginning  After  December  31,  1941 

income  tax  treatment  of  exempt 
cooperatives 

On  November  8,  1952,  notice  of  pro- 
posed rule  making  was  published  in  the 
Federal  Register  (17  F.  R.  10145)  con- 
forming Regulations  111  (26  CFR  Part 
29)  to  section  314  (a),  (b),  and  (d)  of 
the  Revenue  Act  of  1951,  approved  Octo- 
ber 20,  1951.  After  consideration  of  all 
such  relevant  matter  as  was  presented 
by  interested  persons  relating  to  the 
rules  proposed,  the  amendments  to  Regu- 
lations 111  set  forth  below,  are  hereby 
adopted. 

Paragraph  1.  There  is  inserted  imme- 
diately preceding  §  29.101  (12)-1  (26 
CFR  29.101  (12)-1)  the  following: 

Sec.  314.  Income  tax  treatment  of  exempt 
cooperatives  (revenue  act  of  1951,  approved 

OCTOBER    20,    1951). 

(a)  Amendment  of  section  101.(12).  Sec- 
tion 101  (12)  is  hereby  amended  as  follows: 

(1)  By  inserting  after  "(12)"  the  follow- 
ing: "(A)". 

(2)  Ey  inserting  after  such  paragraph  the 
following : 

(B)  An  organization  exempt  from  taxa- 
tion under  the  provisions  of  subparagraph 
(A)  shall  be  subject  to  the  taxes  imposed  by 
sections  13  and  15,  or  section  117  (c)  (1), 
except  that  in  computing  the  net  Income  of 
such  an  organization  there  shall  be  allowed 
as  deductions  from  gross  income  (in  addi- 
tion to  other  deductions  aUowable  under 
section  23)  — 

(I)  Amounts  paid  as  dividends  during  the 
taxable  year  upon  its  capital  stock,  and 

(II)  Amounts  allocated  during  the  taxable 
year  to  patrons  with  respect  to  Its  income  not 
derived  from  patronage  (whether  or  not  such 
Income  was  derived  during  such  taxable 
year)  whether  paid  in  cash,  merchandise, 
capital  stock,  revolving  fund  certificates,  re- 
tain certificates,  certificates  of  Indebtedness, 
letters  of  advice,  or  In  some  other  manner 
that  discloses  to  each  patron  the  dollar 
amount  allocated  to  him.  Allocations  made 
after  the  close  of  the  taxable  year  and  on  or 
before  the  fifteenth  day  of  the  ninth  month 
following  the  close  of  such  year  shall  be  con- 
sidered as  made  on  the  last  day  of  such  tax- 
able year  to  the  extent  the  allocations  are 
attributable  to  Income  derived  before  the 
close  of  such  year. 

Patronage  dividends,  refunds,  and  rebates  to 
patrons  with  respect  to  then-  patronage  In 
the  same  or  preceding  years  (whether  paid  in 
cash,  merchandise,  capital  stock,  revolving 
fund  certificates,  retain  certificates,  certifi- 
cates of  Indebtedness,  letters  of  advice,  or  In 
some  other  manner  that  discloses  to  each 


patron  the  dollar  amount  of  such  dividend, 
refund,  or  rebate)  shall  be  taken  into  ac- 
count in  computing  net  Income  in  the  same 
manner  as  in  the  case  of  a  cooperative  or- 
ganization not  exempt  under  subparagraph 
(A).  Such  dividends,  refunds,  and  rebates 
made  after  the  close  of  the  taxable  year  and 
on  or  before  the  15th  day  of  the  ninth  month 
following  the  close  of  such  year  shall  be  con- 
sidered as  made  on  the  last  day  of  such  tax- 
able year  to  the  extent  the  dividends,  re- 
funds, or  rebates,  are  attributable  to  pa- 
tronage occurring  before  the  close  of  such 
year. 

(b)  Technical  amendments.  (1)  Section 
101  is  hereby  amended  by  striking  out  "Ex- 
cept as  provided  in  supplement  TJ"  and  in- 
serting in  lieu  thereof  the  following:  "Ex- 
cept as  provided  In  paragraph  (12)  (B)  and 
in  supplement  TJ". 

(2)  The  last  sentence  of  section  101  is 
hereby  amended  by  striking  out  "Notwith- 
standing supplement  TJ"  and  Inserting  in 
lieu  thereof  "Notwithstanding  paragraph 
(12)    (B)  and  supplement  U". 

•  *  *  •  • 

(d)  Effective  date.  The  amendments 
made  by  subsections  (a)  and  (b)  of  this  sec- 
tion shall  be  applicable  only  with  respect  to 
taxable  years  beginning  after  December  31, 
1951     •     •     • 

Par.  2.  Section  29.101  (12) -1,  as 
amended  by  Treasury  Decision  5458,  ap- 
proved June  15,  1945,  is  amended  by 
changing  the  heading  thereof  to  read  as 
follows : 

§29.101  (12)-1  Farmers' cooperative 
marketing  and  purchasing  associations; 
requirements  for  exemption  under  sec- 
tion 101  (12)  (A)   *  •  • 

Par.  3.  There  is  inserted  immediately 
following  §  29.101  (12)-1  the  following 
new  section: 

§29.101  (12)-2  Tax  treatment  of 
farmers'  cooperative  marketing  and  pur- 
chasing associations  exempt  under  sec- 
tion 101  (12)  (A)  for  taxable  years  be- 
ginning after  December  31,  1951 — (a)  In 
general.  (1)  For  taxable  years  beginning 
after  December  31,  1951,  section  101  (12) 
(B)  is  applicable  to  farmers',  fruit  grow- 
ers', or  like  associations  organized  and 
operated  on  a  cooperative  basis  in  the 
manner  prescribed  in  section  101  (12) 
(A).  Although  such  an  association  is 
subject  to  both  normal  tax  and  surtax, 
as  in  the  case  of  corporations  generally, 
certain  special  rules  for  the-  computation 
of  net  income  are  provided  in  section  101 
(12)  (B)  and  §  29.101  (12)-3.  For  the 
purpose  of  any  law  which  refers  to  or- 
ganizations exempt  from  income  taxes 
such  an  association  shall,  however,  be 
considered  as  an  organization  exempt 
under  section  101.  Thus,  under  section 
454  (a)  such  an  association  is  not  sub- 
ject to  the  excess  profits  tax.    Similarly, 


the  provisions  of  section  26  (b),  provid- 
ing a  credit  for  dividends  received  from 
a  domestic  corporation  subject  to  taxa- 
tion, are  not  applicable  to  dividends  re- 
ceived from  a  cooperative  association 
subject  to  101  (12)  (B).  The  provisions 
of  section  141,  relating  to  consolidated 
returns,  are  likewise  not  applicable. 

(2)  Rules  governing  the  manner  in 
which  amounts  allocated  as  patronage 
dividends,  refunds,  or  rebates  are  to  be 
taken  into  account  in  computing  the  net 
income  of  such  an  association  are  set 
forth  in  §29.101  (12)^4.  For  the  tax 
treatment,  as  to  patrons,  of  amounts  re- 
ceived during  the  taxable  year  as  patron- 
age dividends,  rebates,  or  refunds  see 
§29.22  (a) -23. 

(b)  Meaning  of  terms.  For  purposes 
of  §§  29.101  (12)-2  to  29.101  (12)-4,  in- 
clusive, §§  29.148-4  (f),  and  29.22  (a) -23, 
the  following  terms  shall  have  the  mean- 
ing ascribed  below : 

(1)  Cooperative  association.  The  term 
"cooperative  association"  includes  any 
corporation  operating  on  a  cooperative 
basis  and  allocating  amounts  to  patrons 
on  the  basis  of  the  business  done  with 
or  for  such  patrons,  except  that  the  term 
does  not  include  any  cooperative  or  non- 
profit corporation  (including  any  co- 
operative or  nonprofit  corporation  en- 
gaged in  rural  electrification)  exempt 
from  taxation  under  section  101  (10)  or 
(11)  or  any  corporation  subject  to  a  tax 
imposed  by  Supplement  G  (relating  to 
insurance  companies). 

(2)  Patron.  The  term  "patron"  in- 
cludes any  person  with  whom  or  for 
whom  the  cooperative  association  does 
business  on  a  cooperative  basis,  whether 
a  member  or  a  nonmember  of  the  co- 
operative association,  and  whether  an 
individual,  a  trust,  estate,  partnership, 
company,  corporation,  or  cooperative  as- 
sociation. 

(3)  Allocation.  The  term  "alloca- 
tion" includes  distributions  made  by  a 
cooperative  association  to  a  patron  in 
cash,  merchandise,  capital  stock,  revolv- 
ing fund  certificates,  retain  certificates, 
certificates  of  indebtedness,  letters  of  ad- 
vice, similar  documents,  or  in  any  other 
manner  whereby  there  is  disclosed  to  a 
patron  the  dollar  amount  apportioned 
on  the  books  of  the  association  for  the 
account  of  such  patron.  Thus,  a  mere 
credit  to  the  account  of  a  patron-on  the 
books  of  the  cooperative  associations, 
without  disclosure  to  the  patron,  is  not 
an  allocation. 

(4)  Patronage  dividends,  rebates,  and 
refunds.  The  term  "patronage  dividend, 
rebate,  or  refund"  includes  any  amount 
allocated  by  a  cooperative  association, 
to  the  account  of  a  patron  on  the  basis 
of  the  business  done  with  or  for  such 
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patron.  The  following  are  not  patron- 
age dividends,  rebates,  or  refunds : 

(i)  Amounts  distributed  in  redemption 
of  capital  stock,  or  in  redemption  or  sat- 
isfaction of  certificates  of  indebtedness, 
revolving  fund  certificates,  retain  cer- 
tificates, letters  of  advice,  or  other  simi- 
lar documents; 

(ii)  Amounts  allocated  (whether  in 
cash,  merchandise,  capital  stock,  revolv- 
ing fund  certificates,  retain  certificates, 
certificates  of  indebtedness,  letters  of  ad- 
vice, or  in  some  other  manner  that  dis- 
closes to  each  patron  the  amount  of  such 
dividend,  refund,  or  rebate)  by  the  asso- 
ciation for  products  of  members  or  other 
patrons  to  the  extent  such  amounts  are 
fixed  without  reference  to  the  earnings 
of  the  cooperative  association.  For  this 
purpose,  the  term  "earnings"  includes 
the  excess  of  amounts  retained  (or  as- 
sessed) by  the  association  to  cover  ex- 
penses or  other  items  over  the  amount 
of  such  expenses  or  other  items. 

(c)  Examples.  The  application  of 
paragraph  (b)  of  this  section  may  be 
illustrated  by  the  following  examples: 

Example  1.  Cooperative  A,  a  marketing  as- 
sociation operating  on  a  pooling  basis,  re- 
ceives the  products  of  patron  W  on  January 
5,  1952.  On  the  same  day  Cooperative  A  ad- 
vances to  W  45  cents  per  unit  for  the  prod- 
ucts so  delivered  and  allocates  to  him  a 
"retain  certificate"  having  a  face  value  cal- 
culated at  the  rate  of  5  cents  per  unit.  Dur- 
ing the  operation  of  the  pool,  and  before 
substantially  all  the  products  in  the  pool  are 
disposed  of,  Cooperative  A  advances  to  W  an 
additional  40  cents  per  unit,  the  amount 
being  determined  by  reference  to  the  market 
price  of  the  products  sold  and  the  anticipated 
price  of  the  unsold  products.  At  the  close 
of  the  pool  on  November  10,  1952,  Coopera- 
tive A  determines  the  excess  of  its  receipts 
over  the  sum  of  its  expenses  and  its  pre- 
vious advances  to  patrons,  and  allocates  to 
W  an  additional  3  cents  per  unit  and  shares 
of  the  capital  stock  of  A  having  an  aggre- 
gate of  face  value  calculated  at  th«  sate  of 
2  cents  per  unit. 

The  amount  of  patronage  dividends,  re- 
hates,  or  refunds  allocated  to  W  during  1952 
amount  to  5  cents  per  unit,  consisting  of 
the  aggregate  of  the  following  per-unit  al- 
locations: The  amount  of  cash  distribution 
(3  cents) ,  and  the  face  value  of  the  capital 
stock  of  A  (2  cents),  which  are  fixed  with 
reference  to  the  earnings  of  A.  The  amount 
of  the  two  distributions  in  cash  (85  cents) 
and  the  face  amount  of  the  "retain  cer- 
tificate" (5  cents),  which  are  fixed  without 
reference  to  the  earnings  of  A,  do  not  con- 
stitute patronage  dividends,  rebates,  or  re- 
funds. 

Example  2.  Cooperative  B,  a  marketing 
association  operating  on  a  pooling  basis,  re- 
ceives the  products  of  patron  X  on  March  5, 
1952.  On  the  same  day  Cooperative  B  pays 
to  X  $1.00  per  unit  for  such  products,  this 

amount  being  determined  by  reference  to 
the  market  price  of  the  product  when  re-= 
ceived,  and  issues  to  him  a  participation 
certificate  having  no  face  value  but  which 
entitles  X  on  the  close  of  the  pool  tc  the 
proceeds  derived  from  the  sale  of  his  prod- 
ucts less  the  previous  payment  of  $1.00  and 
the  expenses  and  other  charges  attributable 
to  such  products.  On  March  5,  1955,  Cooper- 
ative B,  having  sold  the  products  in  the 
pool,  having  deducted  the  previous  payments 


for  such  products,  and  having  determined 
the  expenses  and  other  charges  of  the  pool, 
redeems  the  participation  certificate  of  X  in 
cash  for  10  cents  per  unit,  The  allocation 
made  to  X  during  1955,  amounting  to  10 
cents  per  unit,  is  a  patronage  dividend,  re- 
bate, or  refund.  Neither  the  payment  to  X 
in  1952  of  $1.00  nor  the  issuance  to  him  of 
the  participation  certificate  in  that  year  con- 
stitutes a  patronage  dividend,  rebate,  or  re- 
fund within  the  meaning  of  this  section. 

Example  3.  Cooperative  C,  a  purchasing 
association,  obtains  supplies  for  patron  Y  on 
May  1,  1952,  and  receives  in  return  therefor 
$100.  On  February  1,  1953,  Cooperative  C, 
having  determined  the  excess  of  its  receipts 
over  its  cost  and  expenses,  allocates  to  Y  a 
cash  distribution  of  $1.00  and  a  revolving 
fund  certificate  of  a  face  amount  of  $1.00. 
The  amount  of  patronage  dividends,  rebates, 
or  refunds  allocated  to  Y  for  1953  is  $2.00,  the 
aggregate  of  the  cash  distribution  of  $1.00, 
and  the  face  amount,  $1.00,  of  the  revolving 
fund  certificate. 

Example  4.  Cooperative  D,  a  service  asso- 
ciation, sells  the  products  of  members  on  a 
fee  basis.  It  receives  the  products  of  patron 
Z  under  an  agreement  not  to  pool  his  prod- 
ucts with  those  of  other  members,  to  sell 
his  products,  and  to  deliver  to  him  the  pro- 
ceeds of  the  sale.  Patron  Z  makes  pay- 
ments to  Cooperative  D  during  1952  aggre- 
gating $75  for  service  rendered  him  by  Co- 
operative D  during  that  year.  On  Majvl5, 
1953,  Cooperative  D,  having  determined  the 
excess  of  its  receipts  over  its  costs  and  ex- 
penses, allocates  to  Z  a  cash  distribution  of 
$2.00.  Such  amount  is  a  patronage  divi- 
dend, rebate,  or  refund  allocated  by  Coop- 
erative D  during  1953. 

§29.101  (12)-3  Manner  of  taxation 
of  cooperative  associations  subject  to  101 
(12) — (a)  In  general.  For  taxable  years 
beginning  after  December  31,  1951, 
farmers',  fruit  growers',  or  like  associa- 
tions, organized  and  operated  in  compli- 
ance with  the  requirements  of  section 
101  (12)  (A)  and  §29.101  (12)-1  shall 
be  subject  to  the  taxes  imposed  by  sec- 
tions 13  and  15  or  section  117  (c)  (1), 
except  that  there  shall  be  allowed  as  de- 
ductions from  gross  income,  in  addition 
to  the  other  deductions  allowable  under 
section  23,  certain  special  deductions 
provided  in  section  101  (12)  (B)  (i)  and 
(c)  of  this  section,  and  section  101  (12) 
(B)  (ii)  and  (d)  of  this  section. 
Amounts  allocated  as  patronage  divi- 
dends, refunds,  or  rebates,  whether  in 
cash,  merchandise,  capital  stock,  revolv- 
ing fund  certificates,  retain  certificates, 
certificates  of  indebtedness,  letters  of  ad- 
vice, or  in  some  other  manner  that  dis- 
closes to  each  patron  the  dollar  amount 
allocated,  with  respect  to  patronage  for 
the  taxable  year  or  for  preceding  taxable 
years,  shall  be  taken  into  account  in  the 
manner  provided  in  section  101  (12) 
(B)   and  in  §29.101   (12)-4. 

(b)  Cooperative  associations  exempt 
from  tax  before  January  1, 1952.  (1)  In 
the  case  of  a  cooperative  association 
exempt  from  tax  for  taxable  years  be- 
ginning prior  to  January  1,  1952,  the 
taxable  year  (fiscal  year  or  calendar 
year,  as  the  case  may  be)  shall  be  deter- 
mined without  regard  to  the  fact  that 
such  association  may  have  been  exempt 
from  tax  and  not  subject  to  the  provi- 


sions of  section  101  (12)  (B)  during  any 
prior  period.  See  sections  41  and  48 
and  the  regulations  thereunder.  Sim- 
ilarly in  computing  net  income,  the  de« 
termination  of  the  taxable  year  for 
which  an  item  of  income  or  expense  is 
taken  into  account  shall  be  made  under 
the  provisions  of  sections  41,  42  and  43 
and  the  regulations  prescribed  there- 
under, whether  or  not  the  item  arose 
during  a  taxable  year  beginning  before, 
on.  or  after  December  31,  1951.  For  the 
purpose  of  determining  the  method  of 
accounting  of  the  cooperative  association 
under  section  41,  a  method  of  account- 
ing recognized  under  section  41  and 
under  the  regulations  prescribed  there- 
under and  utilized  in  the  return  of  such 
association  filed  for  the  first  taxable 
year  beginning  after  December  31,  1951, 
shall  be  deemed  to  constitute  the  method 
of  accounting  regularly  employed  by 
the  cooperative  association.  The  method 
selected  shall  be  subject  to  the  approval 
of  the  Commissioner  upon  the  examina- 
tion of  the  return.  Any  change  of  the 
method  so  selected  and  so  approved  may 
be  made  only  if  permission  is  obtained 
from  the  Commissioner  to  change  to  an- 
other recognized  basis  in  accordance 
with  §  29.41-2. 

(2)  In  any  case  where  inventories  are 
an  income-producing  factor  see  section 
22  (c)  and  (d)  and  the  regulations  pre- 
scribed thereunder.  The  elective  meth- 
od of  inventorying  goods  provided  in 
section  22  (d)  may  be  adopted  by  the 
cooperative  association  for  any  taxable 
year  beginning  after  December  31,  1951, 
in  accordance  with  the  requirements  of 
section  22  (d)  and  the  regulations  is- 
sued under  that  section.  In  order  to 
use  such  method  for  such  a  taxable  year, 
the  cooperative  association  must  exer- 
cise the  election  provided  in  sections  22 
(d)  (2)  and  §29.22  (d)-3  even  though 
it  may  have  utilized  such  method  for  ac- 
counting purposes  for  taxable  years  be- 
ginning prior  to  January  1,  1952, 

(3)  The  following  rules  shall  be  ap= 
plicable  in  computing,  under  section  122, 
the  net  operating  loss  deduction  pro- 
vided in  section  23  (s) :  No  net  operating 
loss  carry-back  or  carry-over  shall  be 
allowed  from  a  taxable  year  beginning 
prior  to  January  1,  1952,  for  which  the 
cooperative  association  was  exempt  from 
tax  under  section  101  (12).  In  the  case 
of  a  taxable  year  begining  prior  to  Janu- 
ary 1,  1952,  for  which  the  association 
was  not  exempt  under  section  101  (12), 
and  of  a  taxable  year  beginning  after 
December  31,  1951,  the  amount  of  the 
net  operating  loss  carry-back  or 'carry- 
over from  such  year  shall  not  be  reduced 
by  reference  to  the  income  of  any  tax- 
able year  beginning  prior  to  January  1, 
1952,  for  which  the  association  was  ex- 
empt from  tax  under  section  101  (12). 
However,  in  determining  preceding  tax- 
able years  and  succeeding  taxable  years 
under  section  122  (b) ,  a  taxable  year  be- 
ginning prior  to  January  1,  1952,  for 
which  the  cooperative  association  was 
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exempt  from  tax  under  section  101  (12) 
shall  be  taken  into  account  and  shall  be 
considered  to  be  a  "preceding  taxable 
year""  or  a  "succeeding  taxable  year," 
as  the  case  may  be. 

(4)  The  adjustments  to  the  cost  or 
other  basis  provided  in  section  113  (b) 
and   §§29.113   (b)    (1)-1  to  29-.113    (b) 
(l)-3,  inclusive,  are  applicable  for  the 
entire  period  since  the  acquisition  of  the 
property.    Thus,  proper  adjustment  to 
basis  must  be  made  under  section  ^13  (b) 
for  depreciation,  obsolescence,  amortiza- 
tion and  depletion  for  all  taxable  years 
beginning  prior  to  January  1,  1952,  al- 
though the  cooperative  association  was 
exempt  from  tax  under  section  101  (12) 
for  such  years.    However,  the  provisions 
of  section  114  (b)  (relating  to  percentage 
and  discovery  depletion)  are  applicable 
only  for  such  years  during  which  the 
association  was  not  exempt  from  tax 
under  section  101    (12).     The  amend- 
ment to  section  113  (b)  (1)  (B)  (limiting 
the  adjustment  to  basis  for  excessive 
depreciation,  etc.,  which  did  not  result  in 
a  reduction  of  taxes)  made  by  Public  Law 
539,  82d  Congress,  is  also  applicable  for 
such  years  where  the  association  has 
made  a  proper  election  in  accordance 
with  section  113  (d)  and  the  regulations 
prescribed  thereunder.    Similarly,  in  the 
case  of  tax  exempt  and  partially  taxable 
bonds  purchased  at  a  premium  and  sub- 
ject to  amortization  under  section  125, 
proper  adjustment  to  basis  must  be  made 
to  reflect  amortization  with  respect  to 
such  premium  from  the  date  of  acquisi- 
tion of  the  bond.     (For  principles  gov- 
erning the  method  of  computation,  see 
the  example  in  §  29.113  (b)-l  (4)  relat- 
ing to  mutual  savings  banks,  building 
and  loan  associations,  and  cooperative 
banks.)     The  basis  of  a  fully  taxable 
bond  purchased  at  a  premium  shall  be 
adjusted  from  the  date  of  the  election 
to  amortize  such  premium  in  accordance 
with  the  provisions  of  section  125  except 
that  no  adjustment  shall  be  allowable 
for  such  portion  of  the  premium  attribu- 
table to  the  period  prior  to  the  election. 

(5)  In  the  case  of  a  mortgage  ac- 
quired at  a  premium  where  the  principal 
of  such  mortgage  iz  payable  in  install- 
ments, adjustments  to  the  basis  of  the 
premium  must  be  made  for  all  taxable 
years  (whether  or  not  the  association 
was  exempt  from  tax  under  section  101 
(12)  during  such  years)  in  which  install- 
ment payments  are  received.  Such  ad- 
justments may  be  made  on  an  individual 
mortgage  basis  or  on  a  composite  basis 
by  reference  to  the  average  period  of 
payments  of  the  mortgage  loans  of  such 
association.  For  the  purpose  of  this  ad- 
justment, the  term  "premium"  includes 
the  excess  of  the  acquisition  value  of 
the  mortgage  over  its  maturity  value. 
The  acquisition  value  of  the  mortgage 
is  the  cost  including  buying  commissions, 
attorneys'  fees  or  brokerage  fees,  but 
such  value  does  not  include  amounts 
paid  for  accrued  interest. 

(6)  The  cooperative  association  may 
select  either  of  the  alternative  methods 
for  treating  bad  debts  provided  in 
§29.23  (k)-l  (a)  in  the  return  for  its 
first  taxable  year  beginning  after  Decem- 
ber 31,  1951.    The  method  selected  shall 


be  subject  to  the  approval  of  the  Com- 
missioner upon  examination  of  the  re- 
turn. Any  change  in  the  method  so 
selected  and  approved  may  be  made  only 
if  permission  is  granted  as  provided  in 
§29.23  (k)-l  (a). 

(c)  Deduction  for  dividends  paid. 
There  is  allowable  as  a  deduction  from 
the  gross  income  of  a  cooperative  asso- 
ciation operated  in  compliance  with  the 
requirements  of  section  H)  1  (12)  (A)  and 
§  29\101  (12) -1,  amounts  paid  as  divi- 
dends during  the  taxable  year  upon  the 
capital  stock  of  the  cooperative  associa- 
tion. For  the  purpose  of  the  preceding 
sentence,  the  term  "capital  stock"  in- 
cludes common  stock  (whether  voting  or 
nonvoting)  preferred  stock,  or  any  other 
form  of  capital  represented  by  capital 
retain  certificates,  revolving  fund  certif- 
icates, letters  of  advice,  or  other  evi- 
dence of  a  proprietary  interest  in  a  co- 
operative association.  Such  deduction 
is  applicable  only  to  the  taxable  year  in 
which  the  dividends  are  actually  or  con- 
structively paid  to  the  holder  of  capital 
stock  or  other  proprietary  interest  of  the 
cooperative  association.  If  a  dividend 
is  paid  by  check  and  the  check  bearing 
a  date  within  the  taxable  year  is  de- 
posited in  the  mail,  in  a  cover  .properly 
stamped  and  addressed  to  the  sharehold- 
er at  his  last  known  address,  at  such 
time  that  in  the  ordinary  handling  of 
the  mails  the  check  would  be  received  by 
such  holder  within  the  taxable  year,  a 
presumption  arises  that  the  dividend  was 
paid  to  such  holder  in  such  year.  The 
determination  of  whether  a  dividend 
has  been  paid  to  such  holder  by  the 
corporation  during  its  taxable  year  is  in 
no  way  dependent  upon  the  method  of 
accounting  regularly  employed  by  the 
corporation  in  keeping  its  books,  or  upon 
the  method  of  accounting  upon  the  basis 
of  which  the  net  income  of  the  corpora- 
tion is  computed.  For  further  rules  as 
to  the  determination  of  the  right  to  a 
deduction  for  dividends  paid,  under  cer- 
tain specific  circumstances,  see  §  29.27 
(b)-2. 

(d)  Deduction  for  amounts  allocated 
from  income  not  derived  from  patronage. 
There  is  allowable  as  a  deduction  from 
the  gross  income  of  a  cooperative  associ- 
ation operated  in  compliance  with  the 
requirements  of  section  101  (12)  (A) 
and  §  29.101  (12)— 1  amounts  allocated 
during  the  taxable  year  to  patrons  with 
respect  to  its  income  not  derived  from 
patronage  (whether  or  not  such  income 
was  derived  during  such  taxable  year) 
whether  such  amounts  are  paid  in  cash, 
merchandise,  capital  stock,  revolving 
fund  certificates,  retain  certificates,  cer- 
tificates of  indebtedness,  letters  of  ad- 
vice, or  in  some  other  manner  that  dis- 
closes to  each  patron  the  dollar  amount 
allocated  to  him.  For  this  purpose,  allo- 
cations made  after  the  close  of  the  tax- 
able year  and  on  or  before  the  15th  day 
of  the  ninth  month  following  the  close 
of  the  taxable  year  shall  be  considered 
as  made  on  the  last  day  of  such  taxable 
year  to  the  extent  that  such  allocations 
are  attributable  to  income  derived  dur- 
ing the  taxable  year  or  during  years  prior 
to  the  taxable  year.  As  used  in  this  par- 
agraph, the  term  "income  not  derived 
from  patronage"  means  incidental  in- 


come derived  from  sources  not  directly 
related  to  the  marketing,  purchasing,  or 
service  activities  of  the  cooperative  as- 
sociation. For  example,  income  derived 
from  the  lease  of  premises,  from  invest- 
ment in  securities,  frcm  the  sale  or 
exchange  of  capital  assets,  constitutes 
income  not  derived  from  patronage. 
Business  done  with  the  United  States 
shall  constitute  income  not  derived  from 
patronage.  In  order  that  the  deduction 
for  income  not  derived  from  patronage 
may  be  applicable,  it  is  necessary  that 
the  amount  sought  to  be  deducted  be 
allocated  on  a  patronage  basis  in  pro- 
portion, insofar  as  is  practicable,  to  the 
amount  of  business  done  by  or  for  pa- 
trons during  the  period  to  which  such 
income  is  attributable.  Thus,  if  capital 
gains  are  realized  from  the  sale  or  ex- 
change of  capital  assets  acquired  and 
disposed  of  during  the  taxable  year,  in- 
come realized  from  such  gains  must  be 
allocated  to  patrons  of  such  year  in  pro- 
portion to  the  amount  of  business  done 
by  such  patrons  during  the  taxable  year. 
Similarly,  if  capital  gains  are  realized  by 
the  association  from  the  sale  or  ex- 
change of  capital  assets  held  for  a  period 
of  more  than  one  taxable  year  income 
realized  from  such  gains  must  be  allo- 
cated, in  proportion  insofar  as  is  practi- 
cable, to  the  patrons  of  the  taxable  years 
during  which  the  asset  was  owned  b7 
the  association,  and  to  the  amount  of 
business  done  by  such  patrons  during 
such  taxable  years. 

§29.101  (12)-4  Patronage  dividends, 
rebates,  or  refunds;  treatment  as  to  co- 
operative associations  entitled  to  tax 
treatment  under  section  101  (.12)  (B)  — 
(a)  General  rule.  For  taxable  years  be- 
ginning after  December  31, 1951,  patron- 
age dividends,  refunds,  or  rebates,  allo- 
cated by  a  cooperative  association  enti- 
tled to  tax  treatment  under  section  101 
(12)  (B)  to  a  patron  shall  be  taken  into 
account  in  computing  the  gross  income 
of  such  association  for  the  taxable  year, 
as  an  increase  in  its  other  cost  of  goods 
sold  in  the  case  of  an  association  mar- 
keting products  for  patrons,  or  as  a  re- 
duction in  its  gross  receipts,  in  the  case 
of  an  association  purchasing  supplies 
and  equipment  or  performing  services 
for  patrons,  as  the  case  may  be,  if: 

(1)  The  allocation  is  made  in  fulfill- 
ment and  satisfaction  of  a  valid  obliga- 
tion of  such  association  to  the  patron, 
which  obligation  was  in  existence  prior 
to  the  receipt  by  the  cooperative  asso- 
ciation of  the  amount  allocated,  and 

(2)  The  allocation  is  made  on  or  be- 
fore the  15th  day  of  the  ninth  month 
following  the  close  of  the  taxable  year 
in  which  the  amounts  allocated  were 
received  by  the  cooperative  association. 

For  the  purpose  of  subparagraph  (1)  of 
this  paragraph,  amounts  allocated  by  a 
cooperative  association  entitled  to  tax 
treatment  under  section  101  (12)  (B) 
will  be  deemed  allocated  in  fulfillment 
and  satisfaction  of  a  valid  enforceable 
obligation,  if  made  pursuant  to  provi- 
sions of  the  by-laws,  articles  of  incor- 
poration, or  other  contract,  whereby  the 
association  is  obligated  to  make  such  al- 
location after  the  retention  of  "reason- 
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able  reserves"  and  after  payment  of 
dividends  on  capital  stock  or  other  pro- 
prietary capital  interests.  Notwith- 
standing the  provisions  of  subparagraphs 
(1)  and  (2)  of  this  paragraph,  amounts 
allocated  as  patronage  dividends,  re- 
funds, or  rebates  during  the  taxable  year, 
or  on  or  before  the  i5th  day  of  the  ninth 
month  following  the  close  of  such  year, 
with  respect  to  patronage  for  years  pre- 
ceding the  taxable  year,  shall  be  taken 
into  account  as  an  increase  in  its  other 
cost  of  gpods  sold,  or  as  a  reduction  in 
gross  receipts,  for  the  taxable  year,  as 
the  case  may  be,  where  retention  as 
"reasonable  reserves"  of  the  amounts  so 
allocated  beyond  the  year  in  which 
earned  was  proper  in  accordance  with 
the  provisions  of  section  101  (12)  (A) 
and  where  the  allocation  is  made  to  the 
patron  on  a  patronage  basis  in  propor- 
tion insofar  as  is  practicable,  to  the 
amount  of  business  done  by  such  patrons 
during  the  taxable  year  or  years  in  which 
the  retained  amounts  were  received  by 
the  cooperative  association, 
(b)  Illustration. 

Example  1.  E,  a  cooperative  association 
entitled  to  tax  treatment  under  seotlon  101 
(12)  (B),  organised  without  capital  stools, 
Is  engaged  in  the  business  of  marketing 
products  for  Its  patrons  on  a  non-pool  basis. 
The  by-laws  of  cooperative  E  provide  that 
there  shall  be  allocated  to  patrons  as  patron- 
age dividends  within  a  reasonable  time  fol- 
lowing the  close  of  the  year  all  of  the  gross 
returns  from  sales,  less  expenses  of  opera- 
tion for  the  year  and  amounts  retained  as 
"reasonable  reserves"  necessary  to  the  op- 
eration of  cooperative  E.  At  the  close  of  tbe 
taxable  year,  1952,  It  is  determined  that 
from  the  gross  returns  from  6ales  less  op- 
erating expenses  and  all  taxes  for  such  year, 
$5,000  is  to  be  retained  as  "reasonable  re- 
serves for  various  necessary  purposes  of  co- 
operative E.  It  is  assumed  that  the  reten- 
tion of  such  amount  is  proper  in  accordance 
with  the  provisions  of  section  101  (12)  (A). 
Such  $5,000  Is  apportioned  on  the  books  of 
cooperative  E  to  patrons  of  1952  on  a  patron- 
age basis,  or  permanent  records  are  kept 
from  wbich  an  apportionment  to  such 
patrons  can  be  made.  On  March  1,  1953, 
pursuant  to  the  terms  of  the  by-laws  $200,- 
000,  the  balance  of  the  gross  returns  for 
the  taxable  year  is  allocated  to  patrons  of 
1952  on  the  basis  of  patronage.  $100,000  of 
such  $200,QOO  is  allocated  In  cash.  The  re- 
maining $100,000  is  allocated  In  "retain  cer- 
tificates", bearing  no  interest  and  redeem- 
able in  the  discretion  of  the  Board  of  Di- 
rectors of  cooperative  E. 

There  may  be  added  to  the  cost  of  goods 
sold  by  cooperative  E  for  1952,  $200,000 
($100,000  in  cash,  $100,000  in  retain  certifi- 
cates) ,  the  total  amount  allocated  as  patron- 
age dividends,  rebates  or  refunds  in  fuflll- 
ment  and  satisfaction  of  the  obligation  of 
the  by-laws,  on  March  1,  1953,  before  the 
15th  day  of  the  ninth  month  following  the 
close  of  1952.  There  may  not  be  added  to 
the  cost  of  goods  sold  by  cooperative  E  for 
1952,  $5,000,  the  amount  retained  as  reserves 
apportioned  on  the  books,  but  not  allocated 
as  patronage  dividends,  rebates,  or  refunds. 

Example  2.  The  facts  are  the  same  as  Ex- 
ample 1,  it  additionally  appearing  that  at  the 
close  of  1953  it  is  determined  by  Cooperative 
E  to  allocate  as  cash  patronage  dividends,  re- 
bates, or  refunds  to  patrons  of  1952,  $5,000, 
the  amount  retained  as  "reasonable  reserves" 
for  1952  in  accordance  with  the  provisions  of 
section  101  (12)  (A).  On  March  1,  1954, 
such  amount  is  allocated. 

There  may  be  added  to  the  cost  of  goods 


sold  by  Cooperative  B  for  1D53,  $5,000,  the 
amount  allocated  with  respect  to  patronage 
of  a  preceding  year,  1952,  properly  main- 
tained as  a  reserve  under  section  101  (12) 
(A). 

Par.  4.  There  is  inserted  immediately 
after  §-29.22  (a) -22  the  following: 

§  29.22  (a) -23  Allocations  by  cooper- 
ative associations;  tax  treatment  as  to 
patrons — (a)  In  general.  Amounts  allo- 
cated on  the  basis  of  the  business  done 
with  or  for  a  patron  by  a  cooperative 
association,  whether  or  not  entitled  to 
tax  treatment  under  section  101  (12) 
(B) ,  in  cash,  merchandise,  capital  stock, 
revolving  fund  certificates,  retain  certifi- 
cates, certificates  of  indebtedness,  let- 
ters of  advice  or  in  some  other  manner 
disclosing  to  the  patron  the  dollar 
amount  allocated  shall  be  included  In 
the  computation  of  the  gross  income  of 
such  patron  for '  the  taxable  year  in 
which  received  to  the  extent  prescribed 
in  paragraph  (b)  of  this  section,  regard- 
less of  whether  the  amount  allocated  is 
deemed,  for  the  purpose  of  section  101 
(12)  (B),  to  be  made  at  the  close  of  a 
preceding  taxable  year  of  the  coopera- 
tive association.  The  determination  of 
the  extent  of  taxability  of  such  amounts 
Is  in  no  way  dependent  upon  the  method 
of  accounting  employed  by  the  patron  or 
upon  the  basis,  cash,  accrual  or  other- 
wise, upon  which  the  net  income  of 
such  patron  is  computed. 

(b)  Extent  of  taxability.  (1)  Amounts 
allocated  to  a  patron  on  a  patronage 
basis  by  a  cooperative  association  with 
respect  to  products  marketed  for  such 
patron,  or  with  respect  to  supplies, 
equipment,  or  services  the  cost  of  which 
was  deductible  by  the  patron  under  sec- 
tion 23,  shall  be  included  in  the  compu- 
tation of  the  gross  income  of  such  patron 
to  the  following  extent: 

(i)  If  the  allocation  is  in  cash,  in  the 
amount  of  cash  received. 

(ii)  If  the  allocation  is  in  merchan- 
dise, to  the  extent  of  the  fair  market 
value  of  such  merchandise  at  the  time 
of  receipt  by  the  patron. 

(iii)  If  the  allocation  is  in  the  form  of 
capital  stock,  revolving  fund  certificates, 
certificates  of  indebtedness,  letters  of  ad- 
vice, retain  certificates  or  similar  docu- 
ments— 

(c)  To  the  extent  of  the  face  amount 
of  such  documents,  if  the  allocation  was 
made  in  fulfillment  and  satisfaction  of 
a  valid  obligation  of  such  association  to 
the  patron,  which  obligation  was  in 
existence  prior  to  the  receipt  by  the  co- 
operative association  of  the  amount 
allocated.  For  this  purpose,  it  is  im- 
material whether  such  allocation  was 
made  within  the  time  required  by 
§29.101  (12)-4  (a)    (2). 

(6)  To  the  extent  of  the  face  amount 
of  such  documents,  if  the  allocation  was 
made  with  respect  to  patronage  of  a  year 
preceding  the  taxable  year  from  amounts 
retained  as  "reasonable  reserves"  under 
§29.101-4  (a). 

(c)  To  the  extent  of  the  cash  or  mer- 
chandise received  in  redemption  or  satis- 
faction of  such  documents  (except  those 
which  are  negotiable  instruments)  at 
the  time  of  receipt  of  such  cash  or  mer- 


chandise by  the  patron,  where  such 
allocation  was  not  made  in  pursuance  of 
the  valid  obligation  referred  to  in  sub- 
division (a)  of  this  subparagraph,  or 
from  amounts  retained  as  "reasonable 
reserves"  under  §29.101  (12) -4  (a),  re- 
ferred to  In  subdivision  (b)  of  this  sub- 
paragraph. Where,  in  such  case,  the 
documents  allocated  are  negotiable  in- 
struments, such  documents  shall  be  in- 
cludible in  the  income  of  the  patron  to 
the  extent  of  their  fair  market  value  at 
the  time  of  their  receipt. 

(2)  Amounts  which  are  allocated  on  a 
patronage  basis  by  a  cooperative  associa- 
tion with  respect  to  supplies,  equipment, 
or  services  the  cost  of  which  was  not  de- 
ductible by  the  patron  under  section  23, 
are  not  includible  in  the  computation  of 
the  gross  income  of  such  patron;  how- 
ever, in  the  case  of  such  amounts  which 
are  allocated  with  respect  to  capital 
assets  (as  defined  in  section  117  (a)  (1) ) 
or  property  used  in  the  trade  or  business 
within  the  meaning  of  section  117  (j>, 
shall,  to  the' extent  set  forth  In  subdivi- 
sions (i),  (li),  and  (Hi)  of  subparagraph 
(1)  of  this  paragraph,  be  taken  Into 
account  in  determining  under  section 
113  the  cost  or  other  basis  of  the  assets 
or  property  purchased  for  the  patron. 

Par.  5.  Section  29.148-4,  as  added  by 
Treasury  Decision  5907,  approved  May 
29, 1952,  is  amended  as  follows: 

(A)  By  changing  the  heading  of  para- 
graph (d)  thereof  to  read  as  follows: 
"Definitions  applicable  to  distributions 
for  the  calendar  years  1951  and  1952"  and 
by  adding  immediately  after  such  head- 
ing the  following :  "In  the  case  of  distri- 
butions for  the  calendar  years  1951  and 
1952,  the  following  terms  shall,  for  the 
purpose  of  this  section,  have  the  mean- 
ing ascribed  below:" 

(BJ  By  striking  the  words  "of  this 
section"  in  the  sentence  immediately 
following  the  heading  of  paragraph  (e) 
thereof,  which  sentence  begins  with  the 
words  "The  application  of"  and  insert- 
ing in  lieu  thereof  the  following:  "of 
paragraph  (d)  of  this  section,  applicable 
to  distributions  for  the  calendar  years 
1951  and  1952," 

(C)  By  inserting  immediately  after 
paragraph  (e)  thereof  the  following  new 
paragraph: 

(f)  Definitions  applicable  to  distribu* 
tions  for  the  calendar  year  1953  and  sub" 
sequent  calendar  years.  In  the  case  of 
distributions  for  the  calendar  year  1953, 
and  subsequent  calendar  years  the  terms 
"cooperative  association",  "patron",  "pa- 
tronage dividends,  rebates,  and  refunds" 
and  "allocation"  are  denned  for  the 
purpose  of  this  section,  in  §  29.101  (12)- 
2  (b). 

(53  Stat.  32,  467;  26  U.  S.  C.  62,  3791) 

[seal]  T.  Coleman  Andrews, 

Commissioner  of  Internal  Revenue. 

Approved:  May  29,  1953. 

M.  B.  Polsom, 
Acting  Secretary  of  the  Treasury. 

[F.   B.   Doc.   63-4820;    Piled,   June   2,    1953; 
8:53  a.  m.J 
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APPENDIX    B 

An  important  statement  of  the  Internal  Revenue  Service  relating  to 
allocations  of  cooperative  associations  and  tax  treatment  as  to  patrons 
of  amounts  distributed  in  document  form  was  published  as  Revenue 
Ruling  54-10  in  the  Internal  Revenue  Bulletin  No.  2,  January  11,  1954. 
Because  of  its  application  to  farmer  cooperatives,  this  ruling  is 
reproduced   in   its    entirety   as    follows: 

REGULATIONS   118,    SECTION   39. 22(a) -23:      Alloca-  Rev.    Rul.    54-10 

tions  by  cooperative   associations;    tax    treat- 
ment as    to  patrons. 

INTERNAL  REVENUE    CODE 

Allocations   of  cooperative   associations   and   tax   treatment  as    to 
patrons   of  amounts  distributed   in  document  form. 

SECTION    1.    PURPOSE. 

The  purpose  of  this  Revenue  Ruling  is  to  set  forth  the  policy  of  the 
Service  and  to  furnish  instructions  to  the  district  directors  and  other 
employees  concerned,  with  respect  to  the  tax  treatment  in  the  hands  of 
patrons,  of  amounts  allocated  in  document  form  by  cooperative  associa- 
tions . 

SEC.    2.    MEANING  OF  TERMS. 

For  the  purpose  of  this  Revenue  Ruling  the  terms  "cooperative  associa- 
tion," "patron,"  "allocation,"  and  "patronage  dividend"  have  the  meaning 
ascribed  to  them  in  section  39. 101 ( 12) -2(b)  of  Regulations  118.  As  so 
defined  the  term  "allocation"  includes  patronage  dividends  and  other 
distributions  made  by  a  cooperative  association  in  any  manner  whereby 
there  is  disclosed  to  the  patron  the  dollar  amount  apportioned  on  the 
books  of  the  association  for  the  account  of  such  patron.  The  term 
"patronage  dividend"  as  defined  does  not  include  amounts  allocated  on  a 
patronage  basis  in  document  form  which  are  fixed  without  reference  to 
earnings  of  the  association.  However,  the  rules  set  forth  in  section  6 
herein,  as  to  the  tax  treatment  of  amounts  allocated  in  document  form, 
apply  not  only  to  patronage  dividends  but  to  all  allocations  made  by  a 
cooperative   association   in  document   form. 

SEC.    3.    BACKGROUND. 

.01  Treasury  Decision  6014,  approved  May  29,  1953,  C.  B.  1953-1,  110, 
added  section  29. 22(a) -23  to  Regulations  111  (now  39. 22(a) -23  of  Regula- 
tions 118)  ,  prescribing  rules  for  the  tax  treatment,  as  to  patrons  of 
allocations  by  cooperative  associations.  Section  39.  22  (a) -23  (b)  ( 1)  of 
Regulations  118  sets  forth  the  extent  of  taxability  of  amounts  allocated 
to  a  patron  on  a  patronage  basis  by  a  cooperative  association  with 
respec t  to  products  marketed  for  such  patron,  or  with  respect  to  supplies, 
equipment,    or    services    the    cost   of  which    is   deductible    by    the   patron 
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under  section  23  of  the  Code.  These  regulations  provide  in  part  to  the 
effect  that  if  the  allocation  is  in  the  form  of  capital  stock,  revolving 
fund  certificates,  certificates  of  indebtedness,  letters  of  advice, 
retain  certificates  or  similar  documents,  the  amounts  allocated  shall 
be  included  in  the  computation  of  the  gross  income  of  the  patron  to  the 
extent  of  the  face  amount  of  such  documents  provided  the  allocation  is 
made  in  fulfillment  and  satisfaction  of  a  valid  obligation  of  such 
association  to  the  patron,  which  obligation  was  in  existence  prior  to 
the   receipt  by   the   cooperative   association  of   the    amount  allocated. 

.02  These  provisions  as  to  the  tax  treatment  of  allocations  in  the  hands 
of  the  patron  where  there  is  a  contractual  obligation  involved  do  not 
represent  a  departure  from  rules  previously  in  effect,  but  set.  forth  in 
regulation  form   a  policy   of   the   Service   which  has   been   long  established. 

.03  The  regulations  also  set  forth  rules  for  the  treatment  of  an  allo- 
cation in  document  form  where  the  allocation  was  not  made  pursuant  to  a 
valid  obligation  of  the  association  to  the  patron.  Normally  in  such 
case  amounts  so  allocated  are  included  in  the  gross  income  of  the  patron 
to  the  extent  of  cash  or  merchandise  received  in  redemption  or  satis- 
faction of  the  document  for  the  year  in  which  the  cash  or  merchandise 
is  received.  An  exception  is  where  the  document  is  a  negotiable 
instrument,  in  which  case  the  amount  to  be  included  in  the  gross  income 
of  the  patron  in  the  year  of  receipt  is  the  fair  market  value  of  the 
document. 

.04  The  foregoing  described  treatment  of  allocations  to  patrons  is 
consistent  with  the  theory  under  which  patronage  dividends  are  treated 
by  cooperative  associations.  A  cooperative  association  may  exclude  from 
its  gross  income  true  patronage  dividends  when  made  pursuant  to  a  prior 
agreement  between  the  cooperative  organization  and  its  patrons.  The 
justification  for  this  treatment  rests  upon  the  fact  that  these  patronage 
dividends  represent  either  an  additional  consideration  due  the  patron 
for  goods  sold  through  the  association  or  a  reduction  in  the  purchase 
price  of  supplies  or  equipment  purchased  by  the  patron.  The  amounts 
which  may  be  excluded  as  patronage  dividends  are  not  limited  to  the 
distributions  made  in  cash  but  include  amounts  distributable  but  retained 
by  the  cooperative  and  distributed  in  forms  other  than  cash.  However, 
where  a  cooperative  makes  a  distribution  which  it  is  not  obligated  to 
make  under  a  preexisting  agreement,  it  is  not  entitled  to  exclude  such 
distribution  from  gross  income  even  though  the  distribution  is  made  on  a 
patronage  basis.  Moreover,  for  taxable  years  beginning  after  December  31, 
1951,  in  the  case  of  exempt  cooperatives  and  for  all  years  in  the  case 
of  cooperatives  not  exempt,  any  receipts  of  a  cooperative  association 
which  it  fails  to  allocate  to  its  patrons  must  be  included  in  the  taxable 
income  of  the  association  to  the  same  extent  as  in  the  case  of  com- 
mercial corporations  generally.  This  is  true  of  any  amounts  set  up  in  a 
reserve  account  as  well  as  net  margins  remaining  after  provision  for 
reserves.  I t  is  also  true  of  amounts  which  are  considered  to  be  in 
partial  payment  of  produce ,  held  back  from  patrons  by  a  marketing  cooper- 
ative, even  though  the  association  considers  such  amounts  as  fixed  with- 
out  reference    to   earnings. 
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.05  The  theory  under  which  a  cooperative  association  may  make  an  alloca- 
tion in  document  form  is  that  the  patron  by  express  contract  or  by  doing 
business  with  the  cooperative  agrees  to  allow  the  association  to  retain 
funds  to  which  the  patron  is  entitled.  Allocations  other  than  cash  or 
merchandise  usually  take  the  form  of  certificates  denoting  an  investment 
in  the  capital  of  the  association  or  of  certificates  of  indebtedness  by 
the  cooperative.  Where  the  document  has  been  issued  in  accordance  with 
a  preexisting  agreement,  the  form  of  the  document  is  immaterial  as  to 
its  taxability  to  the  patron.  It  is  considered  that  the  patron  has  in 
effect  received  in  money  the  face  amount  of  the  document  and  has  either 
reinvested  such  amount  in  the  capital  of  the  association  or  allowed  the 
association  the  use  of  the  money.  In  either  event  there  is  justification 
for  including  the  face  amount  of  the  document  in  the  patron's  gross 
income.  This  justification  exists  by  reason  of  the  preexisting  legal 
obligation  of  the  cooperative  to  distribute  all  of  its  net  savings  to 
its  patrons  each  year  and  by  the  agreement  between  the  cooperative  and 
its  patrons,  which  agreement  is  ordinarily  set  out  in  a  marketing  agree- 
ment or  the  association's  charter,  by  laws,  or  both,  whereby  the  patrons 
agree  to  accept  other  than  cash  or  merchandise  for  their  share  of  the 
net  savings. 

.06  An  important  problem  regarding  the  treatment  of  allocations  in 
document  form  has  arisen  in  those  cases  where  an  allocation  has  been 
made  by  a  cooperative  association  but  the  patron  has  failed  to  report 
the  entire  face  amount  of  the  document  on  his  return  as  income.  Of 
particular  concern  is  the  treatment  of  amounts  received  in  redemption  of 
documents  issued  in  prior  years  where  the  period  of  limitations  has 
expired  for  the  year  of  allocation.  The  issue  in  such  cases  is  the 
basis  of  the  document  to  be  used  by  the  patron  upon  redemption,  sale,  or 
other  disposition. 

.07  There  are  precedents  for  holding  that  when  a  taxpayer  has  failed  to 
include  in  his  return  property  which  he  receives  and  which  represents 
income  to  him  he  cannot  in  a  subsequent  related  transaction  shift  his 
position  so  as  to  establish  a  basis  for  such  property  in  excess  of  the 
amount  carried  into  income  in  the  year  of  receipt.  A  close  analogy  to 
the  case  of  unreported  noncash  distributions  by  a  cooperative  associa- 
tion is  found  in  decisions  in  which  a  taxpayer  receives  shares  of  stock 
representing  income  in  the  year  of  receipt.  An  important  case  illustrating 
this  principle  is  Cont inental  Oil  Company  V.  Jones,  177  Fed.  (2d)  508, 
certiorari  denied   on   the    issue   of  duty   of  consistency   339  U.    S.    931. 

SEC.    4.    STATEMENT  OF  POLICY. 

In  line  with  the  decision  in  the  Continental  Oil  Company  case  and  other 
supporting   cases    the   Service   has    adopted    the    following  policy: 

When  a  patron  of  a  farmers'  marketing  or  purchasing  cooperative  receives 
capital  stock,  revolving  fund  certificates,  retain  certificates, 
certificates  of  indebtedness,  letters  of  advice,  or  similar  documents 
representing  an  allocation  to  him  pursuant  to  a  preexisting  contractual 
obligation,    or    in  any   case    in  which    the   dollar   amount   of  such   allocation 
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to  him  is  disclosed  in  any  other  manner,  and  the  patron  reports  the  face 
amount  of  such  allocation,  the  basis  upon  redemption,  sale  or  other 
disposition  of  the  evidence  of  such  allocation  is  the  face  amount.  In 
any  such  case  in  which  the  cash  or  merchandise  received  by  the  patron  is 
less  than  the  face  amount,  the  patron  may  establish  a  loss  under  ap- 
plicable provisions  of  the  Internal  Revenue  Code.  On  the  other  hand 
when  a  patron  receives  similar  evidence  of  an  allocation  to  him  and 
reports  less  than  the  face  amount  of  the  certificate  or  other  document, 
his  basis  will  be  limited  to  the  amount  reported  in  income  in  the  year 
of  receipt  thereof.  Upon  redemption,  sale  or  other  disposition  of  the 
evidence  of  the  allocation  the  excess  amount  over  the  amount  reported 
will  represent  gross  income  to  the  patron  in  the  year  of  such  redemption, 
sale  or  other  disposition. 

SEC.  5.  EXCEPTION  TO  GENERAL  RULE. 

Although  the  general  rule  just  stated  will  apply  in  the  great  majority 
of  cases  where  the  patron  has  failed  to  report  the  entire  face  amount  of 
an  allocation  in  document  form,  there  are  situations  in  which  an  exception 
should  be  made.  These  are  cases  in  which  the  period  of  limitations  for 
the  year  of  allocation  has  expired  and  before  such  expiration  the 
Internal  Revenue  Service  was  on  notice  that  the  patron  had  included  in 
his  income  an  amount  less  than  the  face  amount  of  his  certificate  or 
other  evidence  of  allocation.  As  an  example  this  notice  might  consist 
of  information  given  in  the  patron's  return  from  which  the  Service  could 
have  known  that  the  patron  received  patronage  dividends  in  document 
form  and  failed  to  include  them  in  his  gross  income.  In  any  such 
exceptional  case  the  Service  will  not  insist  that  there  be  included  in 
income  the  amount  by  which  the  payment  received  in  the  year  of  redemption 
exceeds  the  amount  reported  in  the  year  of  allocation.  However,  in  this 
type  of  case  if  the  amount  received  upon  redemption  exceeds  the  face 
amount  of  the  document,  the  excess  would  be  included  in  income. 

SEC.  6  COURSE  OF  ACTION. 

.01  As  a  summary  of  the  foregoing,  the  following  rules  should  be  used 
in  determining  the  extent  to  which  amounts  allocated  in  document  form  by 
a  cooperative  association  should  be  included  in  the  computation  of  the 
patron's  gross  income. 

1.   Where  an  allocation  was  made  pursuant  to  a  preexisting  agree- 
ment: 

a.  If  the  period  of  limitations  has  not  expired  for  the  patron's 
taxable  year  in  which  the  allocation  was  made,  the  amount 
of  the  allocation  should  be  included  in  the  patron's  gross 
income  to  the  extent  of  the  face  amount  of  the  documents. 

b.  If  the  period  of  limitations  has  expired  for  the  patron's 
taxable  year  in  which  the  allocation  was  made,  the  differ- 
ence, if  any,  between  the  amount  reported  in  the  year  of 
allocation  and  the  amount  received  upon  redemption,  sale 
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or  other  disposition  of  the  documents  should  be  included  in 
the  patron's  income  for  the  taxable  year  in  which  the  re- 
demption,   sale,    or   other   disposition   took  place. 

2.  Where  an  allocation  was  made  which  was  not  in  pursuance  to  a 
preexisting  agreement  and  the  document  issued  was  not  a  negoti- 
able instrument  the  amount  received  upon  redemption,  sale  or 
other  disposition  of  the  document  should  be  included  in  gross 
income    for    the  patron's    taxable   year    in  which   received. 

3.  Where  an  allocation  was  made  which  was  not  in  pursuance  to  a 
preexisting  agreement  and  the  document  issued  was  a  negotiable 
instrument: 

a.  If  the  period  of  limitations  has  not  expired  for  the  taxable 
year  of  the  patron  in  which  the  allocation  was  made,  the 
fair  market  value  of  the  instrument  should  be  included  in 
the  patron's  gross    income. 

b.  If  the  period  of  limitations  has  expired  the  difference  be- 
tween the  amount  reported  in  the  year  of  allocation  and  the 
amount  received  upon  surrender,  sale  or  other  disposition 
of  the  instrument  should  be  included  in  the  patron's  gross 
income . 

.02  An  exception  to  the  rule  stated  in  l.b.  above  will  be  recognized  in 
any  case  in  which  the  Internal  Revenue  Service  had  knowledge,  prior  to 
the  expiration  of  the  period  of  limitations,  of  the  fact  that  the  patron 
has  included  in  his  income  in  the  year  of  allocation  an  amount  less  than 
the  face  amount  of  his  certificate  or  other  evidence  of  allocation. 
However,  in  any  such  case  the  Internal  Revenue  Service  will  be  charged 
only  with  knowledge  of  the  facts  reflected  in  the  taxpayer's  return  or 
discovered   upon   an   investigation    thereof. 
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